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Legal Notes
Harold Dudley Greeley, Editor
DAMAGE SUIT AGAINST ACCOUNTANTS

In The Journal of Accountancy for July, 1933, the opinion of a lower court
in a case raising an interesting point was summarized and discussed. Since
then, an appeal has been argued and the appellate court has sustained the
decision of the court below but without writing an opinion. It is understood
that no further appeal on this point will be taken.
The facts as alleged by the plaintiff have not yet been proved but in sub
stance the allegations are as follows:
A certain corporation asked plaintiff for a time loan of $300,000, which was
refused, but plaintiff made a demand loan of this amount and agreed to change
it to a time loan if a certified balance-sheet were furnished which would justify
the making of a time loan. Defendants, as auditors, certified to such a balancesheet, which was presented to the plaintiff and plaintiff thereupon changed the
loan from demand to time. Thereafter, the plaintiff suffered a loss of $197,561.27, which was the excess of the amount of the loan over the amount re
ceived by the plaintiff as dividends in the bankruptcy of the corporation to
which the loan was made. Plaintiff sued defendants to recover this amount and
defendants, in a preliminary proceeding, sought to have the action dismissed
on the theory that the plaintiff had suffered no damage by changing the terms
of the loan.
The court below refused to dismiss the action but held that the damages
alleged were not conjectural or speculative and that the plaintiff should be
allowed to prove the amount of its loss in a trial of the alleged facts. It was
from this decision that the defendants appealed.
On the appeal, the defendants argued that plaintiff did not rely on the
defendants’ balance-sheet in making the loan and that the extension of the
maturity of an existing loan, even if on the faith of false representations, did
not furnish a basis from which damage may be inferred. Plaintiff argued that
the alleged facts brought this case within the doctrine of Ultramares Corporation
v. Touche, 255 N. Y. 170, and that if plaintiff in reliance upon defendants’
certification of the balance-sheet had merely refrained from calling the demand
Ioan, whereby a loss had been incurred, such refraining would be a sufficient
reliance upon the misrepresentations in defendants’ balance-sheet to make
defendants liable in damages. Plaintiff argued that in reliance upon the bal
ance-sheet it had made an affirmative change of position in that it had bound
itself not to call the loan until the maturity of the time loan, and that fraudulent
statements resulting in such an affirmative change in position, in reliance
thereon, were actionable. The appellate court agreed with the plaintiff’s
argument and we may now expect the case to be tried on its merits.
RESPONSIBILITY IN LIMITED AUDITS

The Canadian case of International Laboratories, Inc. v. Dewar, et al., (1933)
2 Western Weekly Reports 529, was one of major interest to accountants and was
commented upon at length in The Journal of Accountancy for September,
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1933. By the decision of the Manitoba court of appeal, the plaintiff, a manu
facturer, was not allowed to recover from the defendants, its auditors, the
amount of defalcations which the audits by defendants had not disclosed.
The principal point at issue was whether or not the auditors were liable for
negligence in view of the fact that the plaintiff, by contract with them, had so
strictly limited the scope of their audits that it was practically impossible for
the auditors to uncover the defalcations, and in view of the further fact that
plaintiff’s officers and employees themselves had been negligent with respect to
some of the thefts. The court of appeal held that the auditors were not neg
ligent in performing their work because the measure of their responsibility
depended upon the terms of their employment in this particular case. It was
expected that the plaintiff would appeal to the privy council but we are now
informed that plaintiff’s time to appeal has been judicially determined to have
expired and that no appeal can be taken.
This is a valuable decision, coming as it does from one of the highest courts
in Canada. Accountants in the United States should be thoroughly advised
concerning it and other related cases when they are called upon by clients to
limit the scope of proposed audits. Costly litigation and much resulting
bitterness can often be avoided by a sufficiently complete and clear written
statement prepared in advance to show a definite understanding of the rights
and duties of both parties to the transaction.
NEGLIGENCE OF AMATEUR AUDITORS

Under the caption “Negligence of amateur auditors” a New York decision
concerning an auditing committee of bank directors (People v. Horvatt, 261
N. Y. S. 303) was discussed in The Journal of Accountancy for April, 1933.
Recently the Ontario court of appeal had much the same kind of situation
before it in County of Renfrew v. Lockhart, et al., (1933) 32 Ontario Weekly Notes
627. In the latter litigation the county sued two non-professional auditors to
recover approximately $118,000, the amount of defalcations by the county
treasurer during the years when defendants were making their audits. The
county was not allowed to recover any amount, one of appellate judges stating
that the county got “the kind of audit it paid for.”
The two defendants were appointed auditors of the county under the pro
visions of the municipal act, and they acted as such auditors from the be
ginning of 1925 until some time in 1931. During that period the county
treasurer misappropriated $117,901.42, and upon discovery of it the county
sued the auditors, alleging negligence in that defendants had failed to use proper
care and diligence. Neither defendant was a chartered accountant or a pro
fessional auditor, although at the same time they were auditing the books of the
town of Pembroke. One of the appellate judges stated that they were men of
responsibility but of very little business capacity or experience. The treasurer,
on the other hand, was characterized as an expert in falsification, although the
only one of his methods described in the opinions of the judges should not have
escaped detection by an ordinarily competent professional auditor.
In the lower court, the judge pointed out that the plaintiff had the burden of
proving that defendants had been negligent and that plaintiff had sustained
damages by reason of such negligence. He held that defendants by accepting
the positions as auditors had assumed the obligation to perform their duties in a
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reasonable, skilful and careful manner, but that it was proper to consider their
experience as auditors in determining the degree of skill that should have been
exercised by them and that the same degree could not have been expected of
them as of chartered accountants or professional auditors. The judge found as
facts that the treasurer’s methods were rather skilful and so framed as to disarm
suspicion and that defendants had not been negligent. He then quoted from
Canadian Woodmen of the World v. Hooper, (1932) 41 Ontario Weekly Notes 328,
to the effect that auditors were not responsible for losses flowing from an
embezzler’s misconduct but were responsible for losses resulting from their
failure to report an irregularity at the time they discovered it. The lower court
held that plaintiff had not proved that the treasurer would have been discharged
had defendants reported defalcations in the earlier years of the period, and dis
missed plaintiff’s action. Plaintiff then appealed.
In the court of appeal there were five judges. Each of them gave an opinion,
three in favor of dismissing the appeal and two in favor of allowing it. Plaintiff
therefore lost by the narrowest possible margin. The facts were stated some
what more fully in the opinions of the judges of the appellate court. It ap
peared that the treasurer had made it a practice at the end of each year to
deposit current receipts in the bank but not to enter them in the cashbook,
thereby covering up approximately the total of unauthorized and unrecorded
withdrawals from the bank. It is obvious that merely checking the cashbook
with the bank deposits would have disclosed this irregularity but defendants
failed to do it and were completely satisfied when the bank’s balance was “in
general correspondence or agreement ” with the cashbook balance. One of the
auditors was a merchant and insurance agent and he testified that he knew of no
way by which auditors could have ascertained whether or not all cash received
had been recorded in the cashbook. One of the judges, in his opinion, excused
defendants for not making this simple check by stating that they were not
“versed in the fine points of accountancy” and then referred to In re Kingston
Cotton Mill Co., (1896) 2 Ch. 279 in support of the doctrine that an auditor need
not approach his task with a view to demonstrating known or suspected dis
honesty but may assume a certain amount of honesty, and that while he must
be alert he is not bound to believe that there is concealed fraud for him to dis
cover. Another of the three concurring judges stated that he would be op
posed to overruling the trial judge who had found that defendants were not
legally negligent, but that even if negligence had been found plaintiff could
recover only nominal damages because its loss did not result from that neg
ligence. The auditors did not steal the money.
The opinions of the two dissenting judges were short. Those judges con
cluded that defendants had failed to perform their duty as auditors, especially
in their failure to check deposits with cashbook entries, and that plaintiff had
been damaged by not having the defalcations brought to its attention.
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